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INTRODUCTION 

The  Senate  Finance  Subcommittee  on  Taxation  and  Debt  Man- 
ement  has  scheduled  a  public  hearing  on  July  12,  1988  on  the  fol- 
ving  eight  bills:  (1)  S.  1239  (tax  treatment  of  short-term  loans  of 
lall  banks);  (2)  S.  1821  (treatment  of  seafood  processors  for  em- 
)yment  tax  purposes);  (3)  S.  2078  (majority  voting  requirement 
•  ESOPs);  (4)  S.  2409  (designation  of  overpajmients  and  contribu- 
ns  on  tax  return  for  the  Organ  Transplant  Trust  Fund);  (5)  S. 
B4  (extension  and  modification  of  research  credit);  (6)  S.  2611  (dis- 
«ure  of  certain  tax  return  information  to  the  Veterans'  Adminis- 
ition);  (7)  H.R.  1961  (portability  of  pension  plan  benefits);  and  (8) 
R.  2792  (tax  treatment  of  Indian  fishing  rights), 
rhe  first  part  of  the  pamphlet  ^  is  a  summary.  The  second  part  is 
iescription  of  the  bills,  including  present  law,  explanation  of  the 
Is,  and  effective  dates. 


This  pamphlet  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Description  of  Tax 
8  (S.  12S9,  S.  1821,  S.  2078,  S.  2409,  S.  2484,  S.  2611,  H.R.  1961,  and  H.R.  2792)  (JCS-12-88), 
r  11,  1988. 
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I.  SUMMARY 

1.  S.  1239— Senators  Armstrong  and  Daschle 
Tax  Treatment  of  Short-Term  Loans  of  Small  Banks 

Jnder  present  law,  certain  taxpayers  must  accrue  as  interest 
r  acquisition  discount  and  stated  interest  on  short-term  obliga- 
is  For  taxpayers  that  are  not  subject  to  this  accrual  require- 
nt,  present  law  defers  the  deduction  of  net  direct  interest  ex- 
ise  with  respect  to  any  short-term  obligations  until  the  mterest 
ome  on  such  short-term  obligations  is  recognized, 
'he  bill  would  exempt  loans  made  by  small  banks  m  the  ordi- 
y  course  of  the  bank's  trade  or  business  from  the  rules  applica- 
to  short-term  obligations  requiring  accrual  of  any  acquisition 
:ount,  accrual  of  stated  interest,  and  the  deferral  of  interest  ex- 
ise  This  provision  would  be  effective  for  loans  acquired  after 
y  is,  1984.  The  bill  also  would  change  the  effective  date  of  the 
.vision  that  requires  the  accrual  of  stated  interest  on  short-term 
igations. 

2.  S.  1821— Senator  Breaux 
reatment  of  Seafood  Processors  for  Employment  Tax  Purposes 

Jnder  present  law,  an  employer  is  required,  with  respect  to  its 

ployees,  to  (1)  withhold  the  employees'  share  of  the  Federal  In- 

•ance  Contributions  Act  (FICA)  tax,  (2)  pay  its  share  of  the  FICA 

:,  (3)  pay  the  Federal  Unemployment  Tax  Act  (FUTA)  tax,  and 

withhold  Federal  income  taxes.  FICA  and  FUTA  taxes  and  Fed- 

il  income  tax  withholding  apply  only  with  respect  to  employees. 

general,  employees  are  exempt  from  the  tax  on  self-employment 

ome  because  they  are  subject  to  FICA  taxes.  j    ,  r         ^.u 

Jnder  the  bill,  certain  seafood  processors  are  excluded  trom  the 

inition  of  employees  for  purposes  of  the  FICA  tax,  FUTA  tax, 

;  d  Federal  income  tax  withholding,  and  thus  are  not  subject  to 

)h  provisions;  instead,  such  seafood  processors  are  subject  to  the 

;  i  on  self-employment  income.  The  bill  generally  applies  begin- 

!  ig  on  January  1,  1988. 

3.  S.  2078— Senator  Armstrong 
Majority  Vote  Requirement  for  ESOPs 

kn  employee  stock  ownership  plan  (ESOP)  is  a  type  of  qualified 
I  nsion  plan.  An  ESOP  must  be  designed  to  invest  primarily  in 
I  iployer  securities.  T7or»r>  • 

Under  present  law,  the  decision  whether  to  establish  an  lj.bur  is 
Uhin  the  discretion  of  the  employer,  except  in  the  case  of  a  coUec- 

>ely  bargained  plan.  Present  law  imposes  voting  requirements 
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S^JSt^^^^P®^*  *°  employer  securities  allocated  to  the  accounts 
r.cr?iS^*^^^P^"*^  ^^  beneficiaries.  If  the  employer  maintairj 
an  ESOP  has  a  registration-type  class  of  securities,  the  ESOP  ni 
provide  that  each  participant  and  beneficiary  is  entitled  to  dii 
the  plan  trustee  how  to  vote  the  shares  allocated  to  the  parti 
pant  s  or  beneficiary's  account.  If  the  employer  does  not  have  a  i 
istration-type  class  of  securities,  then  each  participant  and  benefl 
ary  is  entitled  to  direct  the  trustee  how  to  vote  shares  allocated' 
his  or  her  account  only  with  respect  to  certain  enumerated  issij' 

In  general,  the  bill  would  provide  that  (1)  a  plan  will  not 
qualified  as  an  ESOP  unless  the  establishment  of  the  plan  is  I 
proved  by  a  majority  of  the  employees  of  the  employer  establish]' 
the  plan,  and  (2)  the  Treasury  Department  may  provide  that  J 
voting  requirements  with  respect  to  ESOPs  are  not  satisfied  if  } 
voting  rights  of  any  participant  or  beneficiary  are  not  substantia'' 
similar  to  the  voting  rights  of  other  persons  who  hold  the  s3. 
class  of  securities  or  substantially  similar  securities.  i 

The  majority  vote  requirement  would  be  effective  with  respecti' 
plans  established  after  the  date  of  enactment  of  the  bill.  The  voti 
rights  requirement  would  be  effective  with  respect  to  securities  ; 
quired  after  the  date  of  enactment. 

4.  S.  2409— Senator  Bumpers 

Designation  of  Overpayments  and  Contributions  on  Tax  ReturJi 
for  the  Organ  Transplant  Trust  Fund  i 

Under  present  law,  individual  taxpayers  may  elect  on  th^ 
income  tax  return  to  allocate  $1  ($2  on  a  joint  return)  of  their  ti 
liability  to  a  fund  established  to  provide  financing  to  Presidenti 
election  campaigns.  Federal  tax  law  does  not  permit  taxpayers 
make  contributions  for  charitable  or  other  purposes  through  thi 
Ji'ederal  income  tax  returns. 

The  bill  would  provide  that  taxpayers  could  designate  on  thi 
tax  returns  all  or  a  portion  of  their  tax  refunds  (or  could  make  cq 
tributions  with  their  returns)  to  a  new  trust  fund  that  wou 
detray  the  cost  of  necessary  organ  transplants.  The  designation 
contributions  to  the  trust  fund  would  be  effective  for  returns  fil( 
tor  taxable  years  ending  after  the  date  of  enactment. 

5.  S.  2484--Senators  Danforth,  Baucus,  Wallop,  Kerry,  Hein 
Durenberger,  Chafee,  Mitchell,  Boren,  McCain,  Riegle,  Bon 
Cranston,  Wilson,  Symms,  Bingaman,  Rudman,  Sanfor 
DeConcini,  Weicker,  Grassley,  Heflin,  and  Lautenberg 

Extension  and  Modification  of  Research  Credit 

^,.  20-percent  income  tax  credit  is  allowed  for  the  amount  , 
qualitied  research  expenditures  paid  or  incurred  by  a  taxpayd 
during  the  taxable  year  that  exceeds  the  average  amount  of  tli 
taxpayer  s  qualified  research  expenditures  in  the  preceding  threi 
taxable  years  (the  "base  period").  The  credit  also  applies  to  certai 
payments  to  universities  for  basic  research.  Under  present  law,  th. 
credit  IS  scheduled  to  expire  after  December  31,  1988 


The  incremental  credit  is  available  only  for  research  expendi- 
res  paid  or  incurred  by  the  taxpayer  in  carrying  on  an  existing 
ide  or  business.  Thus,  under  present  law  no  credit  is  available  to 
start-up  company  for  research  the  results  of  which  are  intended 
be  used  in  its  future  business  activities,  or  to  an  existing  busi- 
ss  for  research  expenditures  incurred  for  purposes  of  developing 
aew  line  of  business. 

The  bill  would  make  permanent  the  incremental  research  credit 
id  the  university  basic  research  credit. 

Under  the  bill,  a  taxpayer  could  elect  either  of  two  methods  for 
mputing  the  incremental  research  credit.  Under  either  method,  a 
ecified  credit  rate  would  apply  to  the  amount  of  the  taxpayer  s 
lalified  research  expenditures  in  the  current  year  that  exceeds  a 
:ed  base  period  amount  (subject  to  an  annual  adjustment  to  re- 
ict  increases  in  the  GNP  growth  rate),  rather  than  a  moving  base 
riod  amount  as  under  present  law.  The  credit  would  be  20  per- 
nt  of  the  excess  of  current-year  expenditures  over  the  base,  or 
ven  percent  of  the  excess  of  current-year  expenditures  over  75 
ircent  of  the  base. 

Also,  the  bill  would  modify  the  present-law  trade  or  business  test 
extend  eligibility  for  credit  to  qualified  research  expenditures 
tiere  the  research  results  are  intended  to  be  used  in  the  active 
nduct  of  a  future  trade  or  business  of  the  taxpayer. 
The  bill  would  be  effective  for  taxable  years  beginning  after  De- 
mber  31,  1988. 

6.  S.  2611— Senator  Cranston 

Disclosure  of  Certain  Tax  Return  Information  to  Veterans' 
Administration 

The  Internal  Revenue  Code  prohibits  disclosure  of  tax  returns 
id  return  information  of  taxpayers,  with  exceptions  for  author- 
ed disclosure  in  certain  enumerated  instances.  Any  unauthorized 
sclosure  is  subject  to  criminal  penalties  and  civil  damages. 
The  bilF  would  allow  disclosure  of  certain  tax  return  infornia- 
on  to  the  Veterans'  Administration  for  the  purpose  of  determin- 
ig  eligibility  for  (and  the  amount  of)  veterans'  pension  and  other 
mefits.  The  bill  would  be  effective  on  the  date  of  enactment. 

7.  H.R.  1961 
ii 
^  Portability  of  Pension  Plan  Benefits 

There  is  no  precise  definition  of  portability  of  pension  benefits, 
id  the  term  is  often  used  to  refer  to  a  broad  variety  of  concepts. 
1  general,  the  term  portability  refers  to  an  individual's  ability  to 
laintain  his  or  her  pension  benefits  after  changing  employment, 
nder  present  law,  the  social  security  system  provides  the  greatest 
egree  of  portability  of  retirement  benefits.  The  social  security 
iiTstem  covers  virtually  all  workers,  and  benefits  are  based  on  all 
I  Dvered  employment. 

*  S.  2611  was  favorably  reported  by  the  Senate  Committee  on  Veterans'  Affairs  on  July  6, 
188  (S.  Rpt.  100-412),  and  was  placed  on  the  Senate  Calendar. 


In  the  private  pension  system,  present  law  includes  several  prd 
sions  intended  to  facilitate  portability  by  permitting  individu] 
who  receive  a  distribution  of  benefits  to  keep  the  benefit  in  a  ti 
favored  retirement  arrangement  (this  concept  is  often  referred 
as  portability  of  assets).  The  most  significant  of  these  provisions 
the  ability  to  roll  over  pension  distributions  to  an  individual  reti 
ment  account  (IRA).  In  addition,  the  withdrawal  restrictions  api 
cable  to  tax-qualified  retirement  plans  and  the  rules  regarding  t? 
ation  of  benefits  facilitate  the  ability  to  keep  retirement  funds  iiji 
tax-favored  arrangement  until  retirement,  inasmuch  as  these  p5 
visions  generally  are  designed  to  provide  incentives  for  individual 
to  retain  pension  savings  until  retirement.  ] 

The  bilF  modifies  the  rules  relating  to  distributions  from  quali 
fied  plans,  qualified  annuity  plans,  tax-sheltered  annuity  contrad 
and  IRAs.  The  bill  provides  that  (1)  in  certain  circumstances  dire; 
transfers  to  IRAs  are  required  in  lieu  of  distribution;  (2)  the  Tre^ 
ury  Department  may  permit  the  distribution  of  employee  contribi 
tions  to  be  rolled  over;  (3)  distributions  from  IRAs  must  be  maj 
with  the  consent  of  the  IRA  owner;  (4)  certain  spousal  rights  to  sij 
vivor  benefits  are  required  for  IRAs  and  tax-sheltered  annuity  cd\ 
tracts;  (5)  certain  nontax  provisions  are  made  applicable  to  pensi(l 
plans  consisting  of  one  or  more  IRAs;  and  (6)  the  rules  relating 
salary  reduction  SEPs  are  modified.  The  bill  is  effective  for  yesj 
beginning  after  1991.  i 

8.  H.R.  2792  I 

Tax  Treatment  of  Indian  Fishing  Rights 

Various  treaties,  Federal  statutes,  and  executive  orders  resen 
to  Indian  tribes  (mostly  in  the  West  and  Great  Lakes  region 
rights  to  fish  for  subsistence  and  commercial  purposes  both  on  an 
off  reservations.  Because  the  treaties,  statutes,  and  executiN 
orders  were  adopted  before  passage  of  the  Federal  income  tax,  the 
do  not  specifically  address  whether  income  derived  by  Indians  froi 
protected  fishing  activities  is  exempt  from  taxation. 

The  bill*  would  provide  that  income  derived  by  certain  Indiai 
and  Indian-owned  entities  from  the  exercise  of  fishing  rights  pri 
tected  by  treaties.  Federal  statutes,  or  executive  orders  is  exemi 
from  Federal  and  State  tax,  including  income,  social  security,  an 
unemployment  compensation  insurance  taxes.  The  bill  would  appl 
to  all  taxable  years  beginning  before  or  after  the  date  of  enactmer 
as  to  which  the  period  of  assessment  has  not  expired. 


*  H.R.  1961  was  reported,  with  amendments,  by  the  House  Committee  on  Education  and  Lab( 
on  June  7,  1988  (H.  Rpt.  100-676,  Part  1). 

*  HR-  2792  was  passed  by  the  House  of  Representatives  on  June  20,  1988.  (See  also  H.Rp 


II.  DESCRIPTION  OF  THE  BILLS 

1.  S.  1239 — Senators  Armstrong  and  Daschle 

Tax  Treatment  of  Short-Term  Loans  of  Small  Banks 

Present  Law 

quired  accrual  of  interest  on  short-term  loans 

Jnder  present  law,  certain  taxpayers  must  accrue  as  interest 
mputed  on  a  daily  basis)  any  acquisition  discount  and  stated  in- 
est  on  short-term  obligations,  i.e.,  obligations  with  a  fixed  matu- 
Y  date  of  not  more  than  one  year  from  the  date  of  issue  (Code 
;.  1281).  This  accrual  requirement  applies  to  accrual-basis  taxpay- 
!,  banks,  regulated  investment  companies  (mutual  funds), 
nmon  trust  funds,  dealers  in  short-term  obligations,  taxpayers 
it  designate  the  short-term  obligations  as  part  of  a  hedge,  and 
lain  taxpayers  that  stripped  an  obligation. 

rhe  requirement  under  section  1281(aXl)  for  accrual  of  interest 
ributable  to  acquisition  discount  generally  is  effective  for  obliga- 
ns  acquired  after  July  18,  1984.  Taxpayers,  however,  could  elect 
apply  the  provision  to  all  short-term  obligations  owned  by  the 
ipayer  for  its  first  taxable  year  ending  after  July  18,  1984;  an 
cting  taxpayer  was  permitted  a  five-year  spread  of  the  income 
ributable  to  the  change  in  accounting  method  for  short-term  ob- 
ations.  The  accrual  of  stated  interest  on  short-term  obligations 
der  section  1281(aX2)  is  effective  for  obligations  acquired  after 
ptember  27,  1985. ^ 

ferral  of  interest  deduction  allocable  to  short-term  obligations 

For  taxpayers  that  are  not  required  to  accrue  acquisition  dis- 
mt  and  stated  interest  on  short-term  obligations,  present  law 
Fers  the  deduction  of  net  direct  interest  expense  with  respect  to 
y  short-term  obligations  until  the  interest  income  on  such  short- 
•m  obligations  is  recognized  (sec.  1282).  Net  direct  interest  ex- 
ase  means  the  excess,  if  any,  of  the  amount  of  interest  paid  or 
:rued  during  the  taxable  year  on  indebtedness  incurred  or  con- 
tued  to  purchase  or  carry  a  short-term  obligation,  over  the  aggre- 
te  Eunount  of  interest  includible  in  gross  income  for  the  taxable 
ar  with  respect  to  such  obligation. 

Explanation  of  the  Bill 

rhe  bill  would  exempt  loans  made  by  a  small  bank  in  the  ordi- 
iry  course  of  the  bank's  trade  or  business  from  the  rules  applica- 


The  Technical  Corrections  Act  of  1988  (S.  2238),  sec.  118(cXl),  would  make  this  provision  ef- 
iive  for  obligations  acquired  after  December  31,  1985. 
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ble  to  short-term  obligations  requiring  accrual  of  any  acquisit 
discount,  accrual  of  stated  interest,  and  the  deferral  of  interest 
pense.  A  bank  would  be  considered  a  small  bank  for  this  purpose 
m  general,  its  average  annual  gross  receipts  do  not  exceed  $5  milli 
Juf  li^mi^  ^°"^^  ^  effective  for  obligations  acquired  af 

For  entities  not  affected  by  the  provision  above,  the  bill  wo, 
change  the  effective  date  of  the  provision  which  requires  the  accj 
?ooi/  voH^T^  .^"*®f®^*  °^  short-term  obligations  under  sec3 
l^»l(a)(2).  Under  the  bill,  such  accrual  would  be  required  for  oi 
gations  acquired  after  October  22,  1986 


2.  S.  1821— Senator  Breaux 
"reatment  of  Seafood  Processors  for  Employment  Tax  Purposes 

Present  Law 

Jnder  present  law,  an  employer  is  required,  with  respect  to  its 
iployees,  to  (1)  withhold  the  employees'  share  of  the  Federal  In- 
-ance  Contributions  Act  (FICA)  tax  (sec.  3102),  (2)  pay  its  share  of 
}  FICA  tax  (sec.  3111),  (3)  pay  the  Federal  Unemployment  Tax 
t  (FUTA)  tax  (sec.  3301),  and  (4)  withhold  Federal  income  taxes 
c.  3402).  In  general,  employees  are  exempt  from  the  tax  on  self- 
ployment  income  (sec.  1401)  because  they  are  subject  to  FICA 
[es  (sec.  1402(c)). 

n  taxable  years  beginning  in  1988  and  1989,  the  rate  of  tax  on 
I  f-employment  income  is  13.02  percent;  in  taxable  years  begin- 
ig  after  1989,  the  rate  is  15.3  percent.  The  comparable  FICA 
;es  (total  of  employer  and  employee  shares)  for  the  same  periods 
i }  15.02  percent  and  15.3  percent,  respectively.  Certain  other  ad- 
'<  tments  apply  to  the  tax  on  self-employment  income  that  gener- 
I  y  are  intended  to  equalize  the  burden  of  the  FICA  taxes  and  the 
i :  on  self-employment  income  for  taxable  years  beginning  after 
159. 

The  FUTA  tax  only  applies  with  respect  to  employees.  The  mini- 
:  im  net  FUTA  tax  imposed  on  employees  is  0.8  percent  (0.6  per- 
:  it  in  calendar  years  after  1990)  of  the  first  $7,000  of  wages  paid 
;  each  employee  during  the  year. 

federal  income  tax  withholding  only  applies  with  respect  to  em- 
?  yees. 

I  Explanation  of  the  Bill 

Jnder  the  bill,  certain  seafood  processors  are  excluded  from  the 
I  Inition  of  employees  for  purposes  of  the  FICA  tax,  FUTA  tax, 
8  i  Federal  income  tax  withholding  and  thus  are  exempt  from 

;h  provisions;  instead,  such  seafood  processors  are  subject  to  the 
on  self-employment  income.  For  this  purpose,  the  term  seafood 

)cessor  means  an  individual  whose  remuneration  is  based  on  the 
,  antity  of  fish  or  shellfish  the  individual  peels,  picks,  heads, 
I  icks,  fillets,  or  otherwise  processes. 

Effective  Date 

The  provisions  with  respect  to  FICA  and  FUTA  taxes  apply  to 
3  vices  performed  after  December  31,  1987.  The  provisions  with  re- 
s  (Ct  to  income  tax  withholding  and  the  tax  on  self-employment 
i  ome  apply  to  taxable  years  ending  after  December  31,  1987. 
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3.  S.  2078— Senator  Armstrong 

Majority  Vote  Requirement  for  ESOPs 

Present  Law 

An  employee  stock  ownership  plan  (ESOP)  is  a  tj^pe  of  qualifif 
pension  plan.  An  ESOP  must  be  designed  to  invest  primarily  in 
curities  of  the  employer  maintaining  the  plan.  An  ESOP  is  eitheu 
qualified  stock  bonus  plan  or  a  combination  of  a  stock  bonus  anc 
money  purchase  pension  plan  under  which  employer  securities  a 
held  for  the  benefit  of  employees  participating  in  the  plan  aj 
their  beneficiaries.  ESOPs  are  subject  to  special  requirements 
addition  to  the  rules  generally  applicable  to  all  qualified  plans. 

ESOPs  receive  the  same  favorable  tax  treatment  available  wi 
respect  to  all  qualified  plans.  Thus,  an  employer  maint£iining 
ESOP  receives  a  current  tax  deduction  for  contributions  to  tl 
ESOP,  and  plan  participants  are  not  taxed  on  benefits  provided  f 
the  ESOP  until  the  benefits  are  actually  distributed.  In  additiol 
the  deduction  and  contribution  limits  applicable  to  ESOPs  are  gei 
erally  higher  than  those  applicable  to  similar  types  of  qualififl 
plans.  I 

For  purposes  of  the  ESOP  rules,  the  term  employer  securitii 
means  common  stock  of  the  employer  (or  a  member  of  the  coi 
trolled  group  of  the  employer)  that  is  readily  tradable  on  an  estal 
lished  securities  market.  If  there  is  no  such  stock,  then  the  ter^ 
employer  securities  means  common  stock  issued  by  the  employe 
(or  controlled  group  member)  having  a  combination  of  voting  pow^ 
and  dividend  rights  equal  to  or  greater  than  the  class  of  comma 
stock  of  the  employer  (or  controlled  group  member)  having  th|] 
greatest  voting  power,  and  that  class  of  common  stock  of  the  eni| 
ployer  (or  controlled  group  member)  having  the  greatest  divideni 
rights.  Employer  securities  also  include  certain  convertible  prt^ 
ferred  stock.  As  long  as  the  stock  meets  these  requirements,  a) 
ESOP  may  hold  a  special  class  of  stock  designed  for  the  ESO^ 
which  is  not  held  by  any  other  shareholder.  i 

Under  present  law,  the  decision  whether  to  establish  an  ESOP  d 
another  type  of  qualified  plan  is  within  the  discretion  of  the  en3 
ployer,  except  in  the  case  of  a  collectively  bargained  plan.  Preseni 
law  permits  the  employer  to  terminate  another  qualified  plan  am 
replace  it  with  an  ESOP.  For  example,  under  present  law,  an  eiU 
ployer  may  terminate  a  defined  benefit  plan,  and  transfer  any  re 
version  (i.e.,  excess  assets  remaining  after  satisfaction  of  all  liabil 
ities  to  employees  upon  plan  termination)  to  an  ESOP.  Present  lav 
facilitates  such  transactions  by  providing  that,  to  the  extent  the  re 
version  is  transferred  to  an  ESOP,  it  is  not  includible  in  the  gros 
income  of  the  employer  or  subject  to  the  10-percent  excise  tax  oi 
employer  reversions  (sec.  4980). 

(10) 
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Under  present  law,  ESOPs  are  subject  to  certain  voting  require- 
lents  with  respect  to  the  stock  allocated  to  the  accounts  of  plan 
articipants  and  beneficiaries.  The  particular  requirements  depend 
n  whether  the  employer  has  a  registration-type  class  of  securities. 
1  general,  a  registration-type  class  of  securities  is  a  class  of  securi- 
es  that  is  required  to  be  registered  under  the  Securities  Exchange 
.ct  of  1934. 

An  ESOP  that  is  maintained  by  an  employer  that  has  a  registra- 
on-type  class  of  securities  is  required  to  provide  that  each  partici- 
ant  and  beneficiary  is  entitled  to  direct  the  trustee  how  to  vote 
liares  allocated  to  the  participant's  or  beneficiary's  account.  Thus, 
1  such  cases,  each  participant  and  beneficiary  is  entitled  to  direct 
oting  with  respect  to  every  issue  on  which  there  is  a  vote  by 
iiareholders. 

More  limited  voting  requirements  apply  if  the  employer  does  not 
ave  a  registration-type  class  of  securities.  In  such  cases,  an  ESOP 
;  required  to  provide  that  plan  participants  and  beneficiaries  are 
ntitled  to  direct  the  trustee  how  to  vote  shares  allocated  to  the 
articipant's  or  beneficiary's  account  only  with  respect  to  certain 
numerated  issues.  These  issues  are  the  approval  or  disapproval  of 
ny  corporate  merger  or  consolidation,  recapitalization,  reclassifica- 
on,  liquidation,  dissolution,  sale  of  substantially  all  the  assets  of  a 
-ade  or  business,  or  such  similar  transactions  as  the  Treasury  De- 
artment  may  prescribe. 

Explanation  of  the  Bill 
n  general 

In  general,  the  bill  would  provide  that  (1)  a  plan  will  not  be 
ualified  as  an  ESOP  unless  the  establishment  of  the  plan  is  ap- 
roved  by  a  majority  of  the  employees  of  the  employer  establishing 
le  plan,  and  (2)  the  Treasury  Department  may  require  that  the 
oting  requirements  applicable  to  ESOPs  are  not  satisfied  unless 
le  voting  rights  under  the  plan  are  substantially  similar  to  the 
oting  rights  of  other  persons  who  hold  the  same  class  of  securities 
r  substantially  similar  securities. 

(ajority  vote  requirement 

The  bill  would  provide  that  a  plan  is  not  qualified  as  an  ESOP 
nless  a  majority  of  the  employees  of  the  employer  establishing  the 
Ian  approve  the  establishment  of  the  plan  pursuant  to  an  election 
onducted  by  secret  ballot.  The  employer  would  be  required  to 
otify  employees  of  all  material  facts  concerning  the  plan,  includ- 
ig  whether  assets  will  be  transferred  to  the  plan  from  any  other 
Ian  and  whether  the  plan  will  replace  such  other  plan,  the  terms 
f  the  plan,  and  the  terms  of  the  plan  (if  any)  from  which  the 
ssets  are  being  transferred.  The  election  would  be  required  within 

reasonable  period  after  the  required  notice  is  provided. 

^oting  requirements 

Under  the  bill,  the  Treasury  Department  would  be  authorized  to 
rovide  that  the  voting  requirements  applicable  to  ESOPs  are  not 
let  if  the  voting  rights  of  any  participant  or  beneficiary  in  securi- 
ies  allocated  to  the  account  of  such  participant  or  beneficiary  are 
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not  substantially  similar  to  the  voting  rights  of  other  persons  wli 
hold  the  same  class  of  securities  or  substantially  similar  securitie) 

Effective  Date 

The  provision  relating  to  a  majority  vote  of  employees  on  estal 
lishment  of  an  ESOP  would  be  effective  with  respect  to  plans  estal 
lished  after  the  date  of  enactment  of  the  bill. 

The  provision  relating  to  the  voting  requirements  applicable  t 
an  ESOP  would  be  effective  with  respect  to  employer  securities  ac 
quired  after  the  date  of  enactment  of  the  bill. 


4.  S.  2409— Senator  Bumpers 

Designation  of  Overpayments  and  Contributions  on  Tax  Return 
for  the  Organ  Transplant  Trust  Fund 

Present  Law 

Under  present  law,  individual  taxpayers  may  elect  to  allocate  $1 
$2  on  a  joint  return)  of  their  tax  liability  to  the  Presidential  Elec- 
ion  Campaign  Fund,  a  fund  established  to  provide  financing  to  the 
ampaigns  of  presidential  and  vice-presidential  candidates  (Code 
ec.  6096).  The  election  is  made  on  the  first  page  of  the  taxpayer's 
eturn.  An  election  to  make  an  allocation  to  the  fund  neither  in- 
reases  nor  decreases  the  taxpayer's  hability,  but  merely  deter- 
nines  whether  the  allocated  amount  will  be  used  by  the  Federal 
rovemment  for  campaign  funding. 

No  other  provisions  of  Federal  tax  law  permit  taxpayers  to  desig- 
late  for  what  purpose  the  amount  of  tax  owed  is  to  be  used  by  the 
Tovemment.  Present  law  does  not  permit  taxpayers  to  make  con- 
ributions  for  charitable  or  other  purposes  through  their  Federal 
Qcome  tax  return. 

The  Commissioner  of  Internal  Revenue,  in  the  instructions  to 
'orm  1040,  has  encouraged  taxpayers  to  include  \^dth  their  tax 
eturn  voluntary  contributions  to  reduce  the  public  debt.  Taxpay- 
rs  wishing  to  do  so  must  enclose  a  separate  check  payable  to  the 
Jureau  of  Public  Debt. 

Explanation  of  the  Bill 
designation  of  amounts  for  Organ  Transplant  Trust  Fund 

Under  the  bill,  taxpayers^  entitled  to  an  income  tax  refund  could 
rrevocably  designate  all  or  any  portion  of  the  refund  as  a  contribu- 
ion  to  the  National  Organ  Transplant  Trust  Fund,  a  trust  fund  to 
e  established  by  the  bill  within  the  United  States  Treasury.  The 
ill  would  require  that  the  designation  appear  on  the  first  page  of 
he  return. 

Taxpayers  not  entitled  to  a  refund,  or  who  wished  to  make  a  con- 
ribution  to  the  Fund  in  excess  of  their  refund,  could  include  an 
dditional  amount  with  their  return  and  designate  this  as  a  contri- 
ution  to  the  Fund.  The  designation  would  not  increase  or  decrease 
he  tax  liability  of  a  taxpayer  for  the  year  covered  by  the  return. 

disposition  of  amounts  in  Trust  Fund 

Under  the  bill,  each  State  would  establish  a  program  to  receive 
ayments  from  the  Fund  and  to  provide  financial  assistance  to  in- 
ividuals  with  a  medical  condition  for  which  an  organ  transplant 

:  •  It  is  intended  that  this  provision  apply  only  to  individual  taxpayers. 

(13) 
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procedure  is  medically  necessary,  who  lack  the  financial  resource 
to  pay  for  such  procedures.  A  State  also  could  use  funds  from  th 
Trust  to  pay  for  costs  incurred  by  the  State's  chief  health  officer  t 
publicize  the  availability  of  the  Trust  Fund  and  to  solicit  contribi; 
tions  to  the  Fund,  except  that  such  payments  could  not  exceed  fiv 
percent  of  the  total  payments  received  by  the  State  from  the  Trua 
Fund  for  the  year. 

Specific  rules  and  procedures  relating  to  State  residency  and  th 
medical  and  financial  eligibility  of  individuals  for  benefits  under  i 
State's  program,  which  medical  expenses  would  be  eligible  for  pay| 
ments  from  the  program,  the  maximum  amounts  payable,  th« 
terms  and  conditions  under  which  pa5mient  will  be  made  to  eligibl* 
individuals,  and  other  relevant  determinations,  would  be  prescribes) 
by  regulations  issued  by  the  chief  health  officer  of  each  State.         j; 

Amounts  in  the  National  Organ  Transplant  Trust  Fund  would  hi 
disbursed  by  the  Secretary  of  the  Treasury  to  those  States  whicli 
had  been  certified  by  the  Secretary  of  Health  and  Human  Services 
as  carrying  out  their  programs  in  accordance  with  the  bill  anc 
fully  accounting  for  the  money  received  from  the  Fund  for  the  pre! 
vious  year.  Expenses  incurred  by  the  Treasury  Department  in  ad| 
ministering  the  program  also  would  be  payable  out  of  the  Fund,      j 

Effective  Date  \ 

The  designation  of  contributions  to  the  Trust  Fund  would  be  ef 
fective  for  returns  filed  for  taxable  years  ending  after  the  date  oi 
enactment.  The  Trust  Fund  would  be  established  on  the  date  of  en 
actment. 


iS.  2484— Senators  Danforth,  Baucus,  Wallop,  Kerry,  Heinz, 
)urenberger,  Chafee,  Mitchell,  Boren,  McCain,  Riegle,  Bond, 
>anston,  Wilson,  Symms,  Bingaman,  Rudman,  Sanford, 
OeConcini,  Weicker,  Grassley,  Heflin,  and  Lautenberg 

Extension  and  Modification  of  the  Research  Credit 


Present  Law 
rrent  deduction  for  certain  research  expenditures 

.^      General  rule 

'As  a  general  rule,  business  expenditures  to  develop  or  create  an 
et  which  has  a  useful  life  that  extends  beyond  the  taxable  year, 
;h  as  expenditures  to  develop  a  new  product  or  improve  a  pro- 
lotion  process,  must  be  capitalized.  However,  Code  section  174 
I  -mits  a  taxpayer  to  elect  to  deduct  currently  the  amount  of  "re- 
irch  or  experimental  expenditures"  incurred  in  connection  with 
!  taxpayer's  trade  or  business.  For  example,  a  taxpayer  may 
!  ct  to  deduct  currently  the  costs  of  wages  paid  for  services  per- 
i  med  in  qualifying  research  activities,  and  of  supplies  and  mate- 
Is  used  in  such  activities,  even  though  these  research  costs  oth- 
ivise  would  have  to  be  capitalized. 

Phe  section  174  election  does  not  apply  to  expenditures  for  the 
I  luisition  or  improvement  of  depreciable  property,  or  land,  to  be 
1  id  in  connection  with  research.'^  Thus,  for  example,  the  total  cost 
I  a  research  building  or  of  equipment  used  for  research  cannot  be 
iiucted  currently  under  section  174  in  the  year  of  acquisition. 
:  wever,  the  amount  of  depreciation  (cost  recovery)  allowance  for 
I  ^ear  with  respect  to  depreciable  property  used  for  research  may 
:  deducted  under  sections  167  and  168.  Pursuant  to  the  Tax 
:form  Act  of  1986  (the  "1986  Act"),  machinery  and  equipment 
;}d  for  research  and  experimentation  are  classified  as  five-year 
;  ;overy  property. 

I       Qualifying  expenditures 

rhe  Code  does  not  specifically  define  "research  or  experimental 
:  Denditures"  eligible  for  the  section  174  deduction  election,  except 
;  exclude  certain  costs.  Treasury  regulations  (sec.  1.174-2(a))  define 
:  s  term  to  mean  "research  and  development  costs  in  the  experi- 
i  intal  or  laboratory  sense."  This  includes  generally  "all  such  costs 
t  lident  to  the  development  of  an  experimental  or  pilot  model,  a 


The  statute  also  excludes  expenditures  to  ascertain  the  existence,  location,  extent,  or  quality 
I  lineral  deposits  (including  oil  and  gas)  from  eligibility  for  section  174  elections  (sec.  174(d)). 
t  irever,  expenses  of  developing  new  and  innovative  methods  of  extracting  minerals  from  the 
\  md  may  be  eligible  for  sec.  174  elections  (Rev.  Rul.  74-67,  1974-1  C.B.  63).  Certain  expenses 
V  development  of  a  mine  or  other  natural  deposit  (other  than  an  oil  or  gas  well)  may  be  de- 
i;  :ible  under  sec.  616. 

(15) 
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plant  process,  a  product,  a  formula,  an  invention,  or  similar  proi 
ty,    and  also  the  costs  of  obtaining  a  patent  on  such  property. 

The  present  regulations  provide  that  qualifying  research  expe 
itures  do  not  include  expenditures  "such  as  those  for  the  ordini 
testing  or  inspection  of  materials  or  products  for  quality  control 
those  for  efficiency  surveys,  management  studies,  consumer  a 
veys,  advertising,  or  promotions."  Also,  the  section  174  elect 
cannot  be  applied  to  costs  of  acquiring  another  person's  pate 
model,  production,  or  process  or  to  research  expenditures  incun 
m  connection  with  literary,  historical,  or  similar  projects  (Reg  s 
1.174-2(a)). 

Minimum  tax  rules 

For  purposes  of  the  individual  alternative  minimum  tax  i 
excess  of  research  expenditures  that  are  expensed  under  secti 
174  over  10-year  amortization  is  a  preference  item.  In  the  case 
research  expenditures  incurred  by  corporations,  expensing  uno 
section  174  does  not  give  rise  to  a  minimum  tax  preference  ita 

Credit  for  increasing  certain  research  expenditures 

Overview 

A  20-percent  income  tax  credit  is  allowed  for  certain  qualified  ] 
search  expenditures  paid  or  incurred  by  a  taxpayer  during  the  la 
able  year  m  carrying  on  a  trade  or  business  of  the  taxpayer  (Ca 
sec.  41).  Except  for  certain  university  basic  research  payments,  t! 
credit  applies  only  to  the  extent  that  the  taxpayer's  qualified  i 
search  expenditures  for  the  taxable  year  exceed  the  avera; 
amount  of  the  taxpayer's  yearly  qualified  research  expenditures 
the  preceding  three  taxable  years  (the  "base  period"). « 

A  taxpayer's  research  expenditures  eligible  for  the  20-percent  i 
cremental  credit  consist  of  (1)  "in-house"  expenditures  by  the  ta 
payer  for  research  wages  and  supplies  used  in  research;  (2)  certa 
tune-sharmg  costs  for  computer  use  in  research;  and  (3)  65  percei, 
ot  amounts  paid  by  the  taxpayer  for  contract  research  conducts! 
on  the  taxpayer's  behalf 

Under  present  law,  the  credit  is  scheduled  to  expire  after  Decer 
ber  31,  1988. 

Definition  of  research  for  credit  purposes 

In  general— The  incremental  credit  is  directed  at  research  ui' 
dertaken  for  the  purpose  of  discovering  information  that  is  techn* 
logical  m  nature  and  when  applied  is  intended  to  be  useful  in  d« 
yelopmg  a  new  or  improved  business  component  for  sale  or  use  i 
the  taxpayer  s  trade  or  business.  In  addition,  research  is  eligible  fc 
the  credit  only  where  substantially  all  the  activities  of  the  researo 
constitute  elements  of  a  process  of  experimentation  relating  t 
Junctional  aspects  of  the  business  component. 

^esearc/i.— Research  expenditures  eligible  for  the  increments 
credit  must  meet  the  definition  of  "research  or  experimental  eJ 

anH^^rS^^J'"?'^'^^  ^  ^M®  research  credit,  consisting  of  a  20-percent  incremental  comporei 
^v  U:^*  .1  university  basic  research  component.  For  convenience,  this  explanation  gene 
^^h  St*  components  as  the  incremental  research  credit  and  the  university  basic  r 
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iditures"  eligible  for  expensing  under  section  174  (see  descrip- 

1  above)  and  the  additional  requirements  and  limitations  set 

i  th  in  section  41.  Thus,  for  example,  pursuant  to  the  section  174 

[itations,  the  credit  is  not  available  for  (1)  expenditures  other 

ji  "research  and  development  costs  in  the  experimental  or  labo- 

•  cry  sense,"  (2)  expenditures  "such  as  those  for  the  ordinary  test- 
:  or  inspection  of  materials  or  products  for  quality  control  or 
*.se  for  efficiency  surveys,  management  studies,  consumer  sur- 
r  's,  advertising,  or  promotions,"  (3)  costs  of  acquiring  another  per- 
►  .'s  patent,  model,  production,  or  process,  or  (4)  research  expendi- 

es  incurred  in  connection  with  literary,  historical,  or  similar 
:  .jects  (Treas.  Reg.  sec.  1.174-2(a)).9  . 

lesearch  satisfying  the  section  174  expensing  defimtion  is  ehgi- 
)  for  the  credit  only  if  the  research  is  undertaken  for  the  purpose 
)  discovering  information  (a)  that  is  technological  in  nature,  and 
1 0  (b)  when  applied  is  intended  to  be  useful  in  the  development  of 
I  lew  or  improved  business  component  of  the  taxpayer.  In  addi- 
[  a,  such  research  is  eligible  for  the  credit  only  if  substantially  all 
)  the  activities  of  the  research  constitute  elements  of  a  process  of 
!  )erimentation  for  a  functional  purpose. 

lie  Code  also  expressly  sets  forth  exclusions  from  eligibility  for 
r  (  credit  for  certain  research  activities  that  might  otherwise  qual- 

and  for  certain  nonresearch  activities,  including  post-production 

earch  activities,  duplication  or  adaptation  costs,  and  surveys, 
!  dies,  and  certain  other  costs.  The  costs  of  developing  certain  in- 
l  nal-use  software  are  available  for  the  credit  only  if  specified  re- 
[j  j-ements  are  met.  The  credit  does  not  apply  to  any  research  to 
t;  extent  funded  by  any  grant,  contract,  or  otherwise  by  any 
f  *son  or  governmental  entity. 

Computation  of  allowable  credit 

jeneral  rule.— As  a  general  rule,  the  incremental  credit  appHes 
t  the  amount  of  qualified  research  expenditures  for  the  current 

:able  year  that  exceeds  the  average  of  the  yearly  qualified  re- 
i  irch  expenditures  in  the  preceding  three  taxable  years.  The  base 
{ riod  amount  is  not  adjusted  for  inflation. 

Vew  businesses.— For  purposes  of  computing  average  annual  re- 
Jirch  expenditures  during  the  base  period,  a  new  business  is 
t  ;ated  as  having  research  expenditures  of  zero  for  a  year  during 
^lich  it  was  not  in  existence.  However,  the  taxpayer  may  be 
1 3med  to  have  expenditures  in  such  a  base  period  year  pursuant 
!  the  50-percent  limitation  rule  (described  below). 

50-percent  limitation  rule.— Base  period  research  expenditures 
i  3  deemed  to  be  at  least  equal  to  50  percent  of  qualified  research 
«penditures  for  the  current  year.  This  50-percent  limitation  ap- 

•  es  both  in  the  case  of  existing  businesses  and  in  the  case  of 
wly  organized  businesses.  ^  ° 

Sec.  174  also  excludes  from  eligibility  for  expensing  (1)  expenditures  for  the  acqinsition  or 
I  )rovement  of  depreciable  property,  or  land,  to  be  used  in  connection  with  research,  and  U) 
€  enditures  to  ascertain  the  existence,  location,  extent,  or  quality  of  mineral  deposits,  mclud- 
I  oil  and  gas.  locc        u 

0  For  example,  assume  that  a  calendar-year  taxpayer  is  organized  on  January  1,  1986;  makes 
«  ilified  research  expenditures  of  $100,000  for  1986;  and  makes  qualified  research  expenditures 

Continued 
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Aggregation  rules.— To  ensure  that  the  credit  is  allowed  only  r 
actual  increases  in  research  expenditures,  special  rules  prove 
that  research  expenditures  of  the  taxpayer  are  aggregated  with  . 
search  expenditures  of  certain  related  persons  for  purposes  of  cci- 
puting  any  allowable  credit.  These  rules  are  intended  to  prev.t 
artificial  increases  in  research  expenditures  by  shifting  experi 
tures  among  commonly  controlled  businesses.  ]i 

Changes  in  business  ownership.— Special  rules  apply  for  compl 
mg  the  credit  where  a  business  changes  hands,  under  which  qu3 
tied  research  expenditures  for  periods  prior  to  the  change  of  own 
ship  generally  are  treated  as  transferred  with  the  trade  or  busini 
which  gave  rise  to  those  expenditures.  These  rules  are  intended 
facilitate  an  accurate  computation  of  base  period  expenditures  aj 
ta^  r^  r  ^^^^ib^ting  research  expenditures  to  the  approprS 

Trade  or  business  limitations 

The  incremental  credit  is  available  only  for  research  expen( 
tures  paid  or  incurred  by  the  taxpayer  in  carrying  on  a  trade 
business  of  the  taxpayer.  With  one  exception  relating  to  certain  i 
search  joint  ventures,  the  trade  or  business  test  for  purposes  oft] 
credit  IS  the  same  as  for  purposes  of  the  business  deduction  pro^ 
sions  of  section  162  As  a  result,  research  expenditures  of  a  taxpa 
er  are  eligible  for  the  credit  only  if  paid  or  incurred  in  a  particuL 
1  co^  business  already  being  carried  on  (within  the  meaning 
sec.  162)  by  the  taxpayer. 

Thus,  under  present  law  no  credit  is  available  to  a  start-up  coe 
pany  for  research  the  results  of  which  are  intended  to  be  used  i 
Its  tuture  business  activities,  or  to  an  existing  business  for  researc 
expenditures  incurred  for  purposes  of  developing  a  new  line  ( 
business  Also,  the  credit  generally  is  not  available  to  a  limite 
partnership  (or  to  any  partners  in  such  partnership,  including 
general  partner  which  is  an  operating  company)  for  partnership  e: 
penditures  for  outside  or  contract  research  intended  to  be  tran! 
terred  by  the  partnership  to  another  (such  as  to  the  general  pan 
ner)  in  return  for  license  or  royalty  payments. 

Other  limitations  and  carryover 

The  research  credit  is  subject  to  the  general  business  credit  limi 
tation  (i.e  the  credit  cannot  reduce  the  taxpayer's  tax  liability  t( 
less  than  the  greater  of  the  taxpayer's  tentative  minimum  tax  o 
^5  percent  of  the  taxpayer's  tax  liability  over  $25,000).  Any  excess 
amount  of  the  general  business  credit  can  be  carried  back  three 
years  and  carried  forward  15  years,  beginning  with  the  earliest 
year. 

SriKiSSo?4rfo;*'S"qir^  P™^^.f  *^«*  the  taxpayer  is  deemed  to  have  basj 
KayerTK^S  ™?/r^^^/^  ^^^^  ^'*^.°'^*  ""^Sard  to  the  50-percent  limitation,  t^ 
^aApdyer  s  Dase  period  expenditures  for  purposes  of  determining  any  credit  for  1987  would  Q 

Se  Sod  Lr?i?t.,rS  rrn""'  *'Lri^",l°f  *^^  50-percent  limitation,  the  taxpayer's  averag? 
S'pe*?c^e^[^*$f3ft.  •^^So"'  ^''''''''  ^'  *'^  ^°""'  ''  '"^^  tl^S^^rVc^'^u'^J^^rTgsl 
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In  the  case  of  an  individual  who  owns  an  interest  in  an  unincor- 
)rated  trade  or  business,  who  is  a  beneficiary  of  a  trust  or  estate, 
ho  is  a  partner  in  a  partnership,  or  who  is  a  shareholder  in  an  S 
trporation,  the  amount  of  credit  that  can  be  used  in  a  particular 
;ar  cannot  exceed  an  amount  (separately  computed  with  respect 
the  person's  interest  in  the  trade  or  business  or  entity)  equal  to 
le  amount  of  tax  attributable  to  that  portion  of  the  person's  tax- 
)le  income  which  is  allocable  or  apportionable  to  such  interest.  ^^ 
ny  excess  credit  amount  is  eligible  for  the  carryover  rule  de- 
ribed  above. 

,        Relation  to  deduction 

!  The  section  41  credit  is  available  for  incremental  qualified  re- 
r;arch  expenditures  for  the  taxable  year  whether  or  not  the  tax- 
lyer  has  elected  under  section  174  to  deduct  currently  research 
:penditures.  Under  present  law,  the  amount  of  any  section  174  de- 
letion to  which  the  taxpayer  is  entitled  is  not  reduced  by  the 
nount  of  any  credit  allowed  for  the  same  research  expenditures. 

niversity  basic  research  credit 

I  A  20-percent  tax  credit  also  applies  to  the  amount  by  which  cor- 
r^rate  cash  expenditures  (including  grants  or  contributions)  paid 
Ir  university  basic  research  exceed  the  sum  of  (1)  the  greater  of 
fVo  fixed  research  floors  plus  (2)  an  amount  reflecting  any  decrease 
ii  nonresearch  giving  to  universities  by  the  corporation  as  com- 

ired  to  such  giving  during  a  fixed  base  period,  as  adjusted  for  in- 

ation. 

The  amount  of  basic  research  expenditures  to  which  the  universi- 
'■■'  basic  research  credit  applies  does  not  enter  into  the  computation 
i  ■  the  incremental  credit.  The  remaining  amount  of  basic  research 
tpenditures — i.e.,  the  amount  to  which  the  university  basic  re- 

;arch  credit  does  not  apply — enters  into  the  incremental  credit 

)mputation,  provided  that  such  expenditures  are  eligible  for  the 
f-icremental  credit. 

I  Explanation  of  the  Bill 

!  Extension  of  credit 

The  bill  would  make  permanent  the  incremental  research  credit 
nd  the  university  basic  research  credit. 


' '  For  example,  if  in  a  particular  year  an  individual  partner  derives  no  taxable  income  from  a 
irtnership  which  had  made  incremental  qualified  research  expenditures,  the  individual  may 
)t  use  in  that  year  any  tax  credit  resulting  from  incremental  qualified  research  expenditures 

such  partnership  which  otherwise  would  have  been  properly  allowable  to  the  partner  (e.g., 
here  the  partnership  had  paid  such  research  expenditures  in  carrying  on  a  trade  or  business  of 
le  partnership  and  where  any  credit  allowable  to  the  partnership  with  respect  to  such  expendi- 
ires  had  been  properly  allocated  among  the  partners  pursuant  to  Treasupf  regulations).  If,  in 
lis  example,  the  partner  had  derived  taxable  income  allocable  or  apportionable  to  his  or  her 
irtnership  interest,  then  the  amount  of  credit  which  may  be  used  in  that  year  by  the  individ- 
il  partner  may  not  exceed  the  lesser  of  (1)  the  general  business  credit  limitation  amount  or  (2) 
le  separately  computed  additional  limitation  amount  applicable  to  individuals,  i.e.,  the  amount 
'■  tax  owed  by  the  partner  on  income  attributable  to  his  or  her  partnership  interest. 
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b.  Modification  of  base  period  for  incremental  credit 

In  general  • 

Under  the  bill,  a  taxpayer  could  elect  either  of  two  methods  i 
computmg  the  incremental  research  credit.  Under  either  method] 
specified  credit  rate  would  apply  to  the  amount  of  the  taxpaye] 
qualified  research  expenditures  in  the  current  year  that  exceedsi 
tixed  base  period  amount  (subject  to  certain  adjustments),  rathi 
than  a  moving  base  period  amount  as  under  present  law 

Under  the  first  method  (the  "primary  credit"),  the  base  perij 
amount  would  equal  the  average  of  the  taxpayer's  yearly  qualifie 
research  expenditures  for  its  taxable  years  beginning  after  Decen 
ber  dl,  1982  and  before  January  1,  1988,  with  two  adjustments  Tli 
tiye-year  base  period  amount  would  be  increased  by  seven  perceii 
this  would  be  a  one-time  only  adjustment.  In  addition,  the  bas 
period  amount  as  so  computed  would  be  increased  each  year  to  r^ 
fleet  the  GNP  growth  rate.^^  if  the  primary  credit  is  elected,  1 
credit  rate  of  20  percent  would  apply  to  those  qualified  research  ei 
penditures  in  the  current  taxable  year  that  exceed  the  base  perio 
amount.  ^ 

Under  the  second  method  (the  "alternative  credit"),  the  basi 
period  amount  would  equal  75  percent  of  the  base  period  amouil 
as  computed  under  the  first  method.  If  the  taxpayer  elects  tH 
method,  the  credit  rate  would  be  seven  percent.  • 

^^?^^  taxable  year,  a  taxpayer  can  elect  either  the  primarj 
credit  or  the  alternative  credit,  depending  on  which  method  resulti, 
in  the  greater  credit  amount,  regardless  of  the  method  selected  bi 
tne  taxpayer  in  the  previous  year.  t 

New  companies  ' 

A  special  rule  would  apply  to  determine  the  base  period  amouni 
in  the  case  of  a  taxpayer  which  did  not  have  qualified  research  ex 
penditures  in  at  least  three  of  the  five  years  in  the  fixed  bas< 
period  I.e.,  taxable  years  beginning  after  1982  and  before  1988) 
Ihis  rule  would  apply  both  to  businesses  formed  after  1988  and  tc 
existing  businesses  that  meet  the  definition  (e.g.,  a  business  incorl 
porated  m  1984  that  prior  to  1988  had  qualified  research  expend! 
tures  only  m  1986  and  1987). 

For  such  a  new  business,  the  base  period  amount  would  be  com- 
puted as  follows: 

For  the  first  taxable  year  (beginning  after  1988)  in  which  the 
nrm  incurs  qualified  research  expenditures,  and  for  each  of  the  two 
succeeding  years,  the  taxpayer's  base  would  be  deemed  to  be  equal 
to  bU  percent  of  its  current  year  qualified  research  expenditures. 

1^  or  the  fourth  year,  the  taxpayer's  base  would  be  deemed  equal 
to  the  greater  of  (1)  50  percent  of  its  current  year  qualified  re- 
search expenditures  or  (2)  one-third  of  the  average  of  the  taxpay- 
er s  actual  yearly  qualified  research  expenditures  in  the  first  three 

of  E(^oiS?AS£o?f*^i°T^i''^  "f^V"^^  ^""^^  ""^  °f  th«  GNP  published  by  the  Bureau 
be  th^^cent^i  fif  «L^L^PK^1f°nvm  r^^  T^^  adjustment  to  the  base  period  would 

wl,iMf  t?l  f     Tf    '"  ^y'  ^y  ""^^^  ^^^  fof  the  calendar  year  preceding  the  calendar  vear  in 
which  the  taxable  year  begins  exceeds  GNP  for  the  previous  calendar  year  ^^^^''^  y^a'^ 
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sars,  as  adjusted  to  reflect  any  increase  in  GNP  between  the  third 
tid  fourth  year. 

For  the  fifth  year,  the  taxpayer's  base  would  be  deemed  equal  to 
le  greater  of  (1)  50  percent  of  its  current  year  qualified  research 
tpenditures  or  (2)  the  sum  of  (a)  the  base  period  amount  applica- 
ie  to  year  four  plus  (b)  15  percent  of  the  taxpayer's  actual  quail- 
ed research  expenditures  in  year  four,  with  the  sum  adjusted  to 
jflect  any  increase  in  GNP  between  the  fourth  and  fifth  year. 
For  the  sixth  year,  the  taxpayer's  base  would  be  deemed  equal  to 
le  greater  of  (1)  50  percent  of  its  current  year  qualified  research 
tpenditures  or  (2)  the  sum  of  (a)  the  base  period  amount  applica- 
ie  to  year  five  plus  (b)  15  percent  of  the  taxpayer's  actual  qualified 
jsearch  expenditures  in  year  five,  with  the  sum  adjusted  to  reflect 
ay  increase  in  GNP  between  the  fifth  and  sixth  year. 
For  the  seventh  year  and  subsequent  years,  the  taxpayer's  base 
ould  equal  the  base  period  amount  applicable  to  the  prior  <-^  year, 
5  adjusted  to  reflect  any  increase  in  GNP  from  the  prior  year.  As 
nder  present  law,  the  taxpayer's  base  period  amount  could  not  be 
ss  than  50  percent  of  its  current-year  expenditures,  regardless  of 
hich  credit  computation  method  is  selected. 

Extension  of  credit  to  start-up  businesses 

In  general 

Under  the  bill,  in-house  research  expenditures  would  be  treated 
s  meeting  the  "carrying  on"  test  if  the  taxpayer's  principal  pur- 
ose  in  making  such  expenditures  is  to  use  the  research  results  in 
le  active  conduct  of  a  future  trade  or  business  of  the  taxpayer, 
hus,  otherwise  qualified  in-house  research  expenditures  of  a  start- 
p  firm  whose  activities  have  not  yet  reached  the  point  of  consti- 
iting  a  trade  or  business  would  be  eligible  for  the  credit.  (Howey- 
r,  contract  research  expenditures  would  be  eligible  for  the  credit 
niy  pursuant  to  the  present-law  trade  or  business  test.)  If  in  the 
ear  the  credit  is  earned  the  start-up  firm  does  not  have  any 
icome  tax  liability  against  which  the  credit  could  be  used,  this 
redit  amount  would  he  eligible  for  the  15-year  carryover  (subject 
3  the  general  business  cr^t  limitation)  provided  under  current 
iw. 

Limitations 

The  bill  would  not  modify  the  present-law  rule  that  the  credit  is 
LOt  available  to  any  partners  (whether  businesses  or  investors)  in  a 
lartnership  that  does  not  meet  the  trade  or  business  test  at  the 
lartnership  level. 

Under  the  bill,  as  under  present  law,  base  period  research  ex- 
>enditures  would  be  treated  as  at  least  equal  to  50  percent  of  quali- 
ied  research  expenditures  for  the  current  year. 

Also,  the  bill  would  not  affect  the  special  present-law  limitation 
n  use  of  the  credit  by  individuals.  Under  that  limitation,  in  the 
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case  of  an  individual  who  owns  an  interest  in  an  imincorporatl 
trade  or  business,  is  a  partner  in  a  partnership,  is  a  shareholder  i 
an  S  corporation,  or  is  a  beneficiary  of  a  trust  or  estate,  ti 
amount  of  credit  that  can  be  used  in  a  particular  year  cann, 
exceed  an  amount  (separately  computed  with  respect  to  the  p< 
son's  interest  in  the  business  or  entity)  equal  to  the  tax  attribul 
ble  to  that  portion  of  the  individual's  taxable  income  that  is  alloc) 
ble  or  apportionable  to  such  interest. 

Effective  Date 

The  provisions  would  be  effective  for  taxable  years  beginni^ 
after  December  31,  1988. 


6.  S.  2611— Senator  Cranston 

Disclosure  of  Certain  Tax  Return  Information  to  Veterans' 
Administration 

Present  Law 

The  Internal  Revenue  Code  prohibits  disclosure  of  tax  returns 
d  return  information  of  taxpayers,  with  exceptions  for  author- 
id  disclosure  in  certain  enumerated  instances  (Code  sec.  6103). 
lauthorized  disclosure  is  a  felony  punishable  by  a  fine  not  ex- 
uding $5,000  or  imprisonment  of  not  more  than  five  years,  or 
th  (sec.  7213).  An  action  for  civil  damages  also  may  be  brought 
•  unauthorized  disclosure  (sec.  7431). 

Among  the  disclosures  permitted  under  the  Code  is  disclosure  of 
:urn  information  to  Federal,  State,  and  local  agencies  administer- 
l  certain  programs  under  the  Social  Security  Act  or  the  Food 
amp  Act  of  1977.  This  disclosure,  pursuant  to  a  written  request 
the  agency,  is  for  the  purpose  of  determining  eligibility  for,  and 
B  correct  amount  of  benefits  under,  certain  enumerated  pro- 
ams.  Any  authorized  recipient  of  return  information  must  main- 
ji  a  system  of  safeguards  to  protect  against  unauthorized  redis- 
)sure  of  the  information. 

Explanation  of  the  Bill 

The  bilP^  would  allow  disclosure  of  certain  tax  return  informa- 
in  to  the  Veterans'  Administration  to  assist  it  in  determining  eli- 
)ility  for,  and  establishing  correct  benefit  amounts  under,  certain 
its  needs-based  pension  and  other  programs. 
The  Veterans'  Administration  would  be  required  to  comply  with 
e  safeguards  presently  contained  in  the  Code  and  in  section 
37(c)  of  the  Social  Security  Act  (governing  the  use  of  disclosed 
s  information).  These  safeguards  include  independent  verification 
tax  data,  notification  to  the  individual  concerned,  and  the  oppor- 
nity  to  contest  agency  findings  based  on  such  information. 

Effective  Date 

The  bill  would  be  effective  on  the  date  of  enactment. 


^  S.  2611  was  favorably  reported  by  the  Senate  Committee  on  Veterans'  Affairs  on  July  6, 
S  (S.  Rpt.  100-412),  and  was  placed  on  the  Senate  Calendar. 
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7.  H.R.  1961 

Portability  of  Pension  Plan  Benefits 

1 

Background  ) 

There  is  no  precise  definition  of  portability  of  pension  benef), 
and  the  term  is  often  used  to  refer  to  a  broad  range  of  concepts  h 
general  terms,  portability  refers  to  the  ability  to  maintain  pensia 
benefits  following  a  change  in  employment.  In  order  to  evaluje 
any  pension  portability  proposal,  it  is  helpful  to  understand  whals 
meant  by  portability,  and  what  aspect  of  portability  any  particu  r 
proposal  means  to  address. 

The  most  discussed  concepts  of  portability  generally  fall  \u 
three  categories:  (1)  portability  of  benefits,  which  generally  refia 
to  vesting;  (2)  portability  of  service  (also  sometimes  called  portaM 
ity  of  credited  service  or  portability  of  service  history),  which  refjl 
to  the  ability  to  count  years  of  service  under  a  plan  of  a  prior  em- 
ployer in  determining  benefits  under  a  plan  of  a  new  employ; 
and  (3)  portability  of  assets  (also  sometimes  called  portability 
current  or  present  value),  which  refers  to  the  ability  to  maintairj 
distribution  of  benefits  in  another  retirement  arrangement.  | 

In  addition,  issues  of  coverage  (i.e.,  what  employees  are  cover! 
under  private  pension  plans)  and  preservation  of  benefits  (i] 
whether  an  individual  saves  a  distribution  of  retirement  benefits! 
spends  the  distribution  for  preretirement  purposes)  often  arise! 
discussions  on  portabihty.  H.R.  1961  (described  below)  generally  ] 
lates  to  portability  of  assets  and  coverage  issues. 

Present  Law 
In  general 

Under  present  law,  the  pension  system  that  provides  the  greate 
degree  of  portability  is  the  social  security  system.  The  social  secu] 
ty  system  provides  almost  universal  coverage  for  all  workers,  ai 
benefits  are  based  on  all  covered  employment.  Outside  the  sod 
security  system  (i.e.,  in  the  private  pension  system),  present  law  j 
quires  portability  of  service  in  limited  circumstances.  There  areii 
number  of  provisions  of  present  law  which  facilitate  portability 
assets,  the  most  significant  being  the  ability  to  roll  over  distrib 
tions  to  an  individual  retirement  arrangement  (IRA).  In  additio 
the  withdrawal  restrictions  applicable  to  tax-qualified  retireme 
plans,  as  well  as  the  rules  regarding  taxation  of  benefits,  are  gene 
ally  designed  to  provide  incentives  to  individuals  to  save  pensi< 
benefits  for  retirement  purposes,  and  not  spend  them  for  preretii 
ment  uses. 

Under  a  plan  of  deferred  compensation  that  meets  the  qualific 
tion  standards  of  the  Internal  Revenue  Code  (a  qualified  plan),  i 
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nployer  is  allowed  a  deduction  for  contributions  (within  limits)  to 
trust  to  provide  employee  benefits.  Similar  rules  apply  to  plans 
inded  with  annuity  contracts.  A  qualified  plan  may  be  a  pension, 
-ofit-sharing,  or  stock  bonus  plan. 

An  employer's  deductions  and  an  employee's  benefits  under  a 
lalified  plan  may  be  limited  by  reference  to  the  employee's  com- 
msation.  The  Code  also  imposes  overall  limits  on  benefits  or  con- 
ibutions  that  may  be  provided  under  qualified  plans. 
Under  a  qualified  plan,  employees  do  not  include  benefits  in 
•oss  income  until  the  benefits  are  distributed  even  though  the 
an  is  funded  and  the  benefits  are  nonforfeitable.  Tax  deferral  is 
'ovided  under  qualified  plans  from  the  time  contributions  are 
ade  until  the  time  benefits  are  received.  The  employer  is  entitled 
a  current  deduction  (within  limits)  for  contributions  to  a  quali- 
3d  plan  even  though  an  employee's  income  inclusion  is  deferred. 
In  addition,  employees  may  make  after-tax  contributions  to  a 
lalified  plan  and  defer  taxation  on  the  earnings  on  such  contribu- 
3ns  until  distribution  from  the  plan.  An  employee  may  also  make 
ective  deferrals  to  a  qualified  plan  on  a  salary  reduction  basis, 
lective  deferrals  are  excludable  from  gross  income  when  made, 
id  are  not  taxed  until  distributed  from  the  plan. 
Benefits  or  contributions  under  a  qualified  plan  are  subject  to 
andards  designed  to  prohibit  discrimination  in  favor  of  highly 
mpensated  employees.  In  addition,  qualified  plans  are  required  to 
eet  minimum  standards  relating  to  coverage  (what  employees 
irticipate  in  the  plan),  vesting  (the  time  at  which  an  employee's 
mefit  becomes  nonforfeitable),  and  benefit  accrual  (the  rate  at 
hich  an  employee  earns  a  benefit).  Also,  minimum  funding  stand- 
ds  apply  to  the  rate  at  which  employer  contributions  are  re- 
tired to  be  made  to  ensure  the  solvency  of  pension  plans. 
A  simplified  employee  pension  (SEP)  is  another  type  of  tax-fa- 
•red  retirement  arrangement  under  which  the  employer  contrib- 
es  directly  to  an  IRA  established  for  the  employee.  A  contribu- 
)n  must  be  made  for  each  employee  who  is  at  least  age  21,  has 
irformed  service  during  at  least  three  of  the  immediately  preced- 
g  five  years,  and  received  at  least  $300  of  compensation  from  the 
iployer.  Contributions  must  bear  a  uniform  relationship  to  com- 
snsation.  Under  the  Tax  Reform  Act  of  1986,  employers  with  less 
an  25  employees  may  establish  SEPs  on  a  salary  reduction  basis, 
ke  qualified  plans,  contributions  to  SEPs  are  excludable  from 
come  and  earnings  accumulate  on  a  tax-deferred  basis. 

irtability  of  assets 

In  general 

There  are  a  number  of  provisions  in  present  law  that  facilitate 
trtability  of  assets.  Present  law  encourages  portability  by  permit- 
ig  assets  to  be  rolled  over  or  to  be  transferred  from  one  tax-fa- 
•red  retirement  arrangement  to  another,  and  by  providing  incen- 
/es  to  individuals  to  save  amounts  received  from  retirement  plans 
r  retirement  purposes. 


26 
IRA  rollovers 


\ 


An  individual  may  generally  roll  over  a  distribution  receivj 
from  a  qualified  plan  to  an  IRA  if  (1)  the  distribution  is  a  total  d- 
tribution  of  the  individual's  entire  interest  in  the  plan,  or  (2)  t» 
distribution  is  a  qualified  partial  distribution.  To  the  extent  a  d- 
tribution  is  rolled  over  into  an  IRA,  it  is  not  includible  in  incor'j 
and  is  not  subject  to  the  10-percent  additional  income  tax  on  eair 
distributions  (see  below).  Of  course,  when  such  amounts  are  subs^ 
quently  distributed  from  the  IRA,  they  are  includible  in  incoijj 
and  subject  to  the  10-percent  additional  income  tax  unless  an  el 
ception  to  the  tax  applies.  Only  employer  contributions  (aa 
income  on  employer  or  employee  contributions)  can  be  rolled  ov> 
to  an  IRA.  Distributions  of  employee  contributions  cannot  be  roll| 
over.  ^ 

A  total  distribution  may  be  rolled  over  to  an  IRA  if  it  is  made  «1 
because  of  the  death  of  the  individual;  (2)  after  the  individual  h  j 
attained  age  5^-1/2;  (3)  because  of  termination  of  employme^; 
(other  than  in  the  case  of  a  self-employed  person);  or  (4)  in  the  ca! 
of  self-employed  persons  only,  after  the  individual  becomes  perms 
nently  disabled.  In  the  case  of  these  distributions,  a  distribution  I 
a  total  distribution  only  if  it  includes  the  individual's  complei 
share  in  all  of  the  employer's  pension  plans,  or  profit-sharii 
plans,  or  stock  bonus  plans.  That  is,  for  this  purpose,  all  plans  ' 
the  same  type  are  treated  as  a  single  plan.  i 

A  total  distribution  may  also  be  rolled  over  if  it  is  made  becaus 
of  a  termination  of  a  plan.  In  order  to  qualify  as  a  partial  distribi 
tion,  a  distribution  must  be  at  least  50  percent  of  the  individual' 
interest  in  the  plan  and  meet  certain  other  requirements. 

Tax-free  rollovers  and  transfers  between  IRAs  are  permitted,  z 
though  certain  restrictions  may  apply. 

Rollovers  and  transfers  to  another  qualified  plan  I 

Distributions  from  qualified  retirement  plans  can  generally  L 
rolled  over  to  another  qualified  plan  or  transferred  to  anoth^ 
qualified  plan  on  the  same  basis  that  distributions  can  be  rolle 
over  to  an  IRA,  except  that  partial  distributions  may  only  be  roll^ 
over  to  an  IRA.  Present  law  does  not  require  that  plans  permr 
transfers  or  rollovers  from  another  qualified  plan.  Plan  provision' 
permitting  such  transactions  are  likely  to  be  most  prevalent  in  th 
case  of  related  companies  or  where  there  has  been  a  merger  or  a! 
quisition. 

Incentives  to  retain  funds  for  retirement  purposes 

In  some  cases,  present  law  restricts  the  ability  of  employees  . 
obtain  a  distribution  from  a  qualified  retirement  plan  prior  to  te, 
mination  of  employment.  In  the  case  of  pension  plans,  i.e.,  defind 
benefit  plans  and  money  purchase  pension  plans,  distribution 
cannot  be  made  prior  to  termination  of  employment.  Elective  coii 
tributions  to  qualified  cash  or  deferred  arrangements  (sec.  401(i 
plans)  cannot  be  distributed  prior  to  termination  of  employmeni 
attamment  of  age  59-1/2,  death,  disability,  or  financial  hardship' 
Contributions  to  profit-sharing  and  stock  bonus  plans  generally  caj 
be  distributed  within  two  years  of  when  they  were  contributed' 
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mployee  contributions  generally  may  be  withdrawn  at  any  time, 
plan  may  impose  stricter  restrictions  on  plan  distributions  than 
lose  imposed  by  the  qualification  rules. 

The  qualification  rules  generally  require  that  a  distribution  be 
.mailable  upon  the  attainment  of  normal  retirement  age.  Whether 
1  employee  who  terminates  employment  prior  to  normal  retire- 
ent  age  has  the  right  to  obtain  a  current  distribution  of  the  value 
'  his  or  her  benefit  depends  on  the  terms  of  the  plan.  Defined  con- 
ibution  plans  generally  permit  a  distribution  of  the  employee's 
jcount  balance  upon  termination  of  employment.  In  defined  bene- 
t  plans,  there  are  not  separate  accounts  for  each  individual  and, 
;  a  result,  distributions  often  are  not  aveiilable  until  retirement 
je.  Some  defined  benefit  plans  prefer  not  to  make  lump-sum  dis- 
ibutions,  because  doing  so  can  affect  the  funded  status  of  the 
an. 

If  the  present  value  of  the  employee's  benefit  does  not  exceed 
1,500,  the  benefit  may  be  distributed  upon  termination  of  employ- 
ent  to  the  individual,  without  the  individual's  consent.  Many 
ans,  including  both  defined  contribution  plans  and  defined  bene- 
:;  plans,  will  cash  out  benefits  of  less  than  $3,500  because  the  em- 
oyer  will  want  to  avoid  the  administrative  burdens  of  keeping 
ack  of  small  benefits  for  former  employees. 

If  the  present  value  of  the  individual's  benefit  exceeds  $3,500, 
len  the  benefit  cannot  be  distributed  prior  to  the  later  of  normal 
tirement  age  or  age  62,  unless  the  participant  consents  to  the  dis- 
ibution.  Thus,  participants  with  larger  benefits  have  the  option  of 
jferring  a  plan  distribution  until  retirement  age. 

Taxation  of  distributions 

A  number  of  rules  regarding  taxation  of  distributions  are  de- 
nned to  encourage  individuals  to  save  distributions  for  retirement 
irposes  rather  than  use  them  for  current  consumption. 
For  example,  the  Tax  Reform  Act  of  1986  (the  1986  Act)  added  a 
i-percent  additional  income  tax  on  all  early  distributions  from 
lalified  retirement  plans,  including  IRAs.  Prior  to  the  1986  Act,  a 
milar  10-percent  tax  applied  to  early  distributions  from  IRAs  and 
trly  distributions  to  certain  "key  employees,"  such  as  five-percent 
mers,  from  a  qualified  plan. 

The  tax  is  an  additional  income  tax,  so  it  only  applies  to  the  por- 
)n  of  a  distribution  includible  in  income.  Thus,  the  tax  does  not 
>ply  to  distributions  of  employee  contributions  or  to  the  portion  of 
distribution  that  is  rolled  over  to  another  qualified  plan  or  an 
lA. 

In  addition,  the  additional  tax  does  not  apply  to  distributions  (1) 
ter  attainment  of  age  59-1/2;  (2)  due  to  the  death  of  the  individ- 
il;  (3)  due  to  the  disability  of  the  individual;  (4)  used  to  pay  medi- 
1  expenses  that  would  be  deductible  if  the  individual  itemized  de- 
letions (not  applicable  to  IRAs);  (5)  that  are  part  of  a  series  of 
bstantially  equal  periodic  payments  made  for  the  life  or  life  ex- 
ictancy  of  the  individual  (or  the  joint  lives  or  joint  life  expectan- 
ts of  the  individual  and  his  or  her  spouse);  (6)  made  in  the  case  of 
I  employee  who  separated  from  service  after  attainment  of  age  55 
ot  applicable  to  IRAs);  (7)  from  an  employee  stock  ownership 
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plan;  or  (8)  made  pursuant  to  a  qualified  domestic  relations  or-.i 
(not  applicable  to  IRAs).  ,' 

Other  changes  in  the  1986  Act  were  also  designed  to  reduce  iic 
mcentive  to  take  distributions  prior  to  retirement.  Under  the  I« 
prior  to  the  1986  Act,  an  individual  who  received  a  lump-sum  cl 
tribution  could  elect  to  apply  10-year  income  averaging  to  the  cj- 
tribution,  which  treated  the  distribution  as  if  it  had  been  recei^d 
over  a  10-year  period.  In  addition,  under  prior  law,  the  portion  ob 
lump-sum  distribution  attributable  to  contributions  prior  to  Jaii- 
aiy  1,  1974,  could  qualify  for  treatment  as  long-term  capital  gaii. 

The  1986  Act  phased  out  long-term  capital  gain  treatment  o^r 
SIX  years  and  replaced  10-year  forward  averaging  with  five-yer 
forward  averaging.  In  addition,  averaging  may  be  elected  only  af  r 
the  individual  has  attained  age  59-1/2,  and  only  one  such  electii 
may  be  made.  f 

Explanation  of  the  Bill 

I. 

In  general  \ 

^I'S*  }^^y*  modifies  the  rules  relating  to  distributions  frfl 
qualified  plans  (sec.  401(a)),  qualified  annuity  plans  (sec.  403(i 
tax-sheltered  annuity  contracts  (sec.  403(b)),  and  IRAs  (sec.  40l 
Generally,  the  bill  provides  that  (1)  in  certain  circumstances,  dirj 
transfers  to  IRAs  are  required  in  lieu  of  distributions;  (2)  the  Tre« 
ury  Department  may  permit  the  distribution  of  employee  contrib 
tions  to  be  rolled  over;  (3)  distributions  ft-om  IRAs  must  be  mal 
with  the  consent  of  the  IRA  owner;  (4)  certain  spousal  rights  to  sii 
r^^  t)enefits  are  required  for  IRAs  and  tax-sheltered  annuity  co 
tracts;  (5)  certain  nontax  provisions  are  made  applicable  to  pensi« 
plans  consistmg  of  one  or  more  IRAs;  and  (6)  the  rules  relating 
salary  reduction  SEPs  are  modified. 

Transfers 

In  general,  the  bill  requires  that  single-sum  distributions  to  eil 
ployees  or  their  spouses  from  qualified  plans,  qualified  annuil 
plans,  and  tax-sheltered  annuity  contracts  (qualified  retiremeii 
TO  A  ^^^^  ^  **^®  ^^'^  °^  ^  direct  trustee-to-trustee  transfer  i 
an  IRA.  This  requirement  does  not  apply,  however,  if  (1)  tl 
priMent  value  of  the  employee's  accrued  benefit  exceeds  $3,500,  (1 
a  different  form  of  benefit  is  elected,  and  (3)  commencement  of  pal 
ment  of  the  benefit  is  not  deferred.  This  requirement  also  general 
does  not  apply  to  governmental  plans,  church  plans,  certain  froze: 
plans,  and  certain  plans  to  which  employers  do  not  contribute. 

The  bill  also  requires  that  an  individual  be  permitted  to  transfi 
IRA  assets  to  another  IRA  or  to  a  qualified  retirement  plan  thi 
accepts  such  transfers.  ^ 


I  'il^^   T^*  ,r^„jr!fP?r*®^'  '"*•'  amendments,  by  the  House  Committee  on  Education  ai 

i;?^7c^tfrL!i  }^^^^-^/V^-^'^^'  '^^'^  ^^  Th«  ''"'  *"«  referred  jointly  to  the  SSit" 
xTS^?  '^'' ^*^  *^®  ^™™'*t««  °"  Ways  and  Means. 

H.R.  1961,  as  reported,  has  the  same  provisions  as  S.  2343  (Senator  Quayle). 
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illovers 

Under  the  bill,  the  Treasury  Department  may  permit  distribu- 
ns  from  qualified  retirement  plans  of  employee  contributions  to 
rolled  over  to  another  such  plan  or  to  an  IRA. 

A  distributions 

Under  the  bill,  certain  assets  in  IRAs  may  not  be  distributed 
thout  the  consent  of  the  IRA  owner.  The  assets  subject  to  this 
ie  are  assets  transferred  from  a  qualified  retirement  plan  and 
jets  in  a  SEP.  An  exception  is  provided  for  distributions  in  the 
m  of  a  50-percent  qualified  joint  and  survivor  annuity  or  a 
gle  life  annuity  to  the  extent  that  such  distributions  are  re- 
ired  by  the  minimum  distribution  rules. 

9usal  rights 

i*resent  law  provides  an  individual  with  certain  rights  to  survi- 
•  benefits  with  respect  to  his  or  her  spouse's  interest  in  qualified 
m  assets.  The  bill  extends  these  rights  to  IRAs  and  tax-sheltered 
nuity  contracts  by  treating  such  arrangements  as  nonpension  de- 
ed contribution  plans.  However,  with  respect  to  IRAs,  such 
atment  only  applies  to  assets  transferred  from  a  qualified  retire- 
nt  plan  and  assets  in  a  SEP. 

4  pension  plans 

Phe  bill  provides  that  pension  plans  consisting  of  one  or  more 
A.S  are  subject  to  certain  requirements  under  Title  1  of  ERISA. 
nerally,  IRA  pension  plans  are  to  be  treated  as  other  pension 
ms  under  Title  1,  except  that  the  funding  rules  do  not  apply  and 
y  certain  rules  under  Part  2  (generally  relating  to  participation 
i  vesting)  apply.  In  general,  the  rules  applicable  under  Part  2 
!  (1)  the  participation  rules  (with  special  rules  for  SEPs);  (2)  the 
)hibition  on  alienation  or  assignment;  and  (3)  the  vesting  rules 
th  the  modification  that  all  interests  must  be  100  percent 
ited). 

lary  reduction  SEPs 

Jnder  certain  circumstances,  the  bill  allows  employers  to  estab- 
1  a  new  type  of  SEP  that  permits  employees  to  reduce  their 
ary  and  contribute  the  amount  of  such  reduction  to  the  SEP. 
is  alternative  arrangement  is  available  to  employers  (other  than 
ite  or  local  governments  or  tax-exempt  organizations)  not  other- 
ie  maintaining  a  qualified  plan  or  qualified  annuity  plan.  Under 
i  bill,  such  salary  reduction  SEPs  are  subject  to  nondiscrimina- 
n  rules  that  are  similar  to,  but  less  restrictive  than,  the  rules 
plicable  under  present  law  to  salary  reduction  SEPs.  The  bill 

0  modifies  certain  other  nondiscrimination  requirements  for  all 
Ps,  without  regard  to  whether  they  allow  salary  reduction. 

}  Effective  Date 

1  The  bill  is  effective  for  plan  years  and  taxable  years  beginning 
er  December  31,  1991. 


8.  H.R.  2792 

Tax  Treatment  of  Indian  Fishing  Rights 

Present  Laic 

Various  treaties,  Federal  statutes,  and  executive  orders  resei 
to  Indian  tribes  (mostly  in  the  West  and  Great  Lakes  regio 
rights  to  fish  for  subsistence  and  commercial  purposes  both  on  a 
off  reservations.  Because  the  treaties,  statutes,  and  execuU' 
orders  were  adopted  before  passage  of  the  Federal  income  tax,  tH 
do  not  expressly  provide  whether  income  derived  by  Indians  fr^ 
protected  fishing  activities  is  exempt  from  taxation  | 

Indians  generally  are  subject  to  Federal  tax  in  the  same  manii 
as  other  U.S  citizens,  absent  a  specific  Federal  exemption.  Coil 
quently,  the  Tax  Court  has  ruled  in  three  cases  that  income  ^ 
rived  by  Indians  from  protected  fishing  activities  is  taxable,  ai 
the  Internal  Revenue  Service  has  assessed  deficiencies  in  otli 
cases. 

Explanation  of  the  Bill  \ 

The  biips  would  provide  that  income  derived  by  individual  mej 
bers  of  an  Indian  tribe,  or  by  a  qualified  Indian  entity,  from  fishi 
rights-related  activity  is  exempt  from  Federal  and  State  tax,  { 
eluding  income,  social  security,  and  unemployment  compensati^ 
insurance  taxes.  ^^  Fishing  rights-related  activities  would  be  d 
fined  as  any  activity  by  a  tribe  or  members  of  that  tribe  direct 
related  to  harvesting,  processing,  or  transporting  fish  harvested  i 
the  exercise  of  fishing  rights  guaranteed  to  that  tribe  by  treat] 
l<ederal  statute,  or  executive  order.  1 

^^^t  nl^  would  define  a  "qualified  Indian  entity"  as  an  entity  i 
m  c„K  .^  ^.-  ?^  *^?  ^^"^^^^  interests  are  owned  by  tribal  membeJ 
U;  substantially  all  of  the  management  functions  are  performed  j 
tribal  members;  and  (3)  if  the  entity  engages  in  any  substantii 
processing  or  transporting  of  fish,  at  least  90  percent  of  the  annuj 
gross  receipts  are  derived  from  the  exercise  of  protected  fishin 

100-312^pfrtl7^  ^"^^^  ^^  **"**  "°"^  °*"  Representatives  on  June  20,  1988.  (See  also  H.Ri 
o>^V«'oC^i^TndffirL«tir*  "'°"'  *™"^'^  self-employed  activities,  as  employees,  or 


(30) 


31 

fhts.^'  An  entity  that  failed  to  satisfy  any  of  the  criteria  of  a 
alified  Indian  entity  would  not  be  eligible  for  the  exemption 
)m  tax  provided  by  the  bill;  any  employee  or  owner  of  such  an 
tity  would  not  be  eligible  under  the  bill  for  tax  exemption  on 
3ome  received  from  such  entity. 

[n  the  case  of  an  individual  tribal  member  or  a  qualified  Indian 

tity,  the  bill  would  exempt  from  taxation  only  that  income  "de- 

^ed"  from  fishing  rights-related  activities.  Thus,  both  individual 

bal  members  and  qualified  Indian  entities  would  be  required  to 

ocate  income  and  expenses  among  fishing  rights-related  activi- 

Is  and  all  other  activities.  ^^  Expenses  and  amounts  otherwise  de- 

'  ctible  that  were  attributable  to  income  that  would  be  exempt 

•  der  the  bill  could  not  be  used  by  an  individual  or  entity  to  offset 

-y  other  income  of  the  individual  or  entity.  Likewise,  income  that 

exempt  from  tax  under  the  bill  would  be  excluded  in  determin- 

l  whether  an  individual  was  eligible  for  social  security  benefits 

,  unemployment  compensation. 

Income  from  Indian  fishing  activities  protected  by  treaty,  Feder- 
j  statute,  or  executive  order  would  be  exempt  from  Federal  taxes 
ly  to  the  extent  provided  for  by  the  bill.  If  income  from  fishing 
[hts-related  activity  is  exempt  from  Federal  tax,  then  the  bill 
»uld  prohibit  imposition  under  State  or  local  law  of  any  tax  on 
ch  income.  (However,  the  bill  would  not  limit  exemptions  from 
ate  and  local  taxes  that  may  be  broader  than  the  exemption  it 
Dvides.) 

Effective  Date 

The  bill  would  apply  to  all  taxable  years  beginning  before  or 
j;er  the  date  of  enactment  as  to  which  the  period  of  assessment 
!.s  not  expired. 


' '  A  qualified  Indian  entity  may  be  jointly  owned  by  members  of  more  than  one  Indian  tribe, 
vided  that  the  entity  is  engaged  in  fishing  rights-related  activity  of  each  tribe  of  which  the 
I  lers  are  members.  If  a  jointly  owned  entity  engages  in  substantial  processing  or  transporting 
ish,  at  least  90  percent  of  the  annual  gross  receipts  must  be  derived  from  fishing  rights-relat- 
ictivities  of  tribes  whose  members  own  at  least  10  percent  equity  interests  in  the  entity.  The 
I  does  not  affect  the  income  of  a  tribal  government  received  pursuemt  to  the  exercise  of  an 
,;ntial  governmental  function  (see  Code  sees.  115  and  7871;  Rev.  Rul.  67-284,  1967-2  C.B.  55, 
'  However,  wages  paid  to  an  Indiem  who  was  employed  by  an  entity  that  was  owned  by  his  or 
I  tribal  government  and  that  engaged  in  fishing  rights-related  activities  could  be  exempt  from 
I  under  the  bill  only  if  the  entity  satisfied  the  bill's  criteria  for  a  qualified  Indian  entity 
'  ating  the  tribal  government's  ownership  as  ownership  by  tribal  members). 
*  However,  allocations  between  exempt  and  taxable  income  would  not  be  required  where  all 
i  a  de  minimis  amount  of  the  income  of  the  individual  or  entity  was  derived  from  protected 
ling  activities. 
►I 

o 


